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Spread Thin? Why Credit Still Deserves a Place
in Portfolios

In last quarter’s Insight, we examined the relationship
between yield levels and forward return outcomes, illustrating
how higher absolute yields improve the odds of favorable
results over time. This quarter, we turn to a related but more
nuanced factor: credit spreads. Our analysis focuses on the
Bloomberg US Intermediate Corporate Index.

Spreads are a vital component of bond pricing. They reflect
the additional yield investors demand for taking credit risk
relative to US Treasuries. Spreads have remained persistently
tight for two years. The question many ask: should we still
own credit at these levels?

Spreads and Total Returns

To begin, we examine the broad relationship between spreads
and 12-month forward total returns in corporate bonds.
While wide spreads have historically coincided with higher future
returns — as one might expect — even low-spread environments
have produced respectable outcomes more often than not.
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But total return includes more than just credit performance; it
reflects changes in interest rates. To isolate how much of the
return comes specifically from spread exposure, we turn to a
more precise measure.
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Excess Return Tells the Real Story

Excess return strips out the impact of duration-matched
Treasuries, focusing only on how corporates perform
relative to their risk-free counterparts. It is a clean way of
judging how investors were compensated for taking on
credit risk.

When we chart credit spreads against subsequent
12-month excess returns, again, we find that wide
spreads tend to coincide with strong results. But the real
surprise is what happens when spreads are tight.
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Since 1990, excess return has remained positive in over 70%
of all 12-month periods. Even when spreads were below their
long-term median (~99 basis points), 63% of observations
were positive, with an average excess return just above 1%.

In short, while tight spreads may dampen upside, they have
not historically signaled doom. Historically - more often than
not - investors have still earned excess returns following
periods of tighter than average spreads.

Drawdowns Often Lead to Payoffs

If spreads are tight and returns turn negative, the natural
instinct may be to pull back. Ironically, that's often when
opportunity starts to build. We color-coded the excess
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return scatter below to indicate what happened in
the next 12-month period after a period of credit
underperformance. We find that after poor outcomes,
returns often recover sharply.
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Some of the worst 12-month periods, often occurring when
spreads were already elevated, were followed by some of the
best. What felt like a breakdown turned out to be a reset.

We see a similar pattern when we ignore spread levels and
simply compare excess returns with subsequent 12-month
outcomes. The scatter below shows that periods of
underperformance (the dots to the left of the x-axis) frequently
plot positively on the y-axis.
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This pattern reinforces the value of staying invested for the
long term. Credit markets can and do suffer from bouts

of spread-widening, but history shows those episodes
frequently resolve in the investor's favor.

Final Thoughts

Tight credit spreads may dampen expected returns, but they
do not represent a signal to retreat. Even when spreads fall
below long-term norms, corporate bonds have historically
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delivered more positive excess return periods than negative
ones. And while our analysis emphasizes staying invested,
our team at JAG also makes portfolio adjustments intended
to help navigate riskier moments as they arise.

Today's spreads might be thin, but the case for credit
remains thick with history.

— JAG's Fixed Income Research Team
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Disclosures

This report was prepared by the staff of JAG Capital Management, LLC, an SEC-registered investment adviser. The
information herein was obtained from various sources including but not limited to FactSet, Bloomberg, Reuters,
Standard & Poor's, ChatGPT, and the United States Bureau of Labor Statistics, and believed to be reliable; however,
we do not guarantee its accuracy or completeness. The information in this report is given as of the date indicated.
We assume no obligation to update this information, or to advise on further developments relating to securities
discussed in this report. The opinions expressed are those of the adviser listed above as of the date of this report
and are subject to change without notice. The opinions of individual representatives may not be those of the
Firm. Additional information is available upon request.

The information contained in this document is prepared and circulated for general information only. It does
not address specific investment objectives, or the financial situation and the particular needs of any recipient.
Investors should not attempt to make investment decisions solely based on the information contained in this
communication as it does not offer enough information to make such decisions and may not be suitable for
your personal financial circumstances. You should consult with your financial professional prior to making such
decisions. For institutional investors: JAG Capital Management, LLC, has a reasonable basis to believe that
you are capable of evaluating investment risks independently, both in general and with regard to particular
transactions or strategies. For institutions who disagree with this statement, please contact us immediately.
Past performance should not be considered indicative of future performance. Any investment
contains risk including the risk of total loss.

About JAG

This document does not constitute an offer, or an invitation to make an offer, to buy or sell any securities discussed
herein. J.A. Glynn & Co., JAG Capital Management, LLC, and its affiliates, directors, officers, employees,
employee benefit programs and discretionary client accounts may have a position in any securities listed herein.

A Veteran Owned Business (VOB) is a business owned, (51% ownership or greater) by a Veteran who has met
the definition of a veteran. The following represents the criteria that the National Veteran Business Development
Council (NVBDC) uses in determining ownership:

Ownership: Fifty-one percent ownership by a Veteran or Veterans. The applicant must share in all risk and profits
commensurate with their ownership interest.

Control and Management: Proof of active management of the business. Veteran must possess the power to
direct or cause to direct the management and policies of the business.

Contribution of Expertise and Capital: Contribution of capital and/or expertise by Veteran owner(s) to acquire
their ownership interest shall be real and substantial and be in proportion of the interest acquired.

Independence: The Veteran owner(s) shall have the ability to perform in their area of specialty/expertise without
substantial reliance on non-Veteran-owned businesses.

JAG Capital Management (JAG) actively invests for institutions and individuals in highly selective, customizable, and nimble equity and
fixed income strategies. JAG is a boutique, independent, employee-owned investment management firm in St. Louis.
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